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Effects of Stabilization Measures on Economic Growth 
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What governmental policies can we adopt that 
will promote economic stability but that will not 
interfere unduly with economic growth? This is not 
a new problem, for the people of this country have 
been interested in both economic growth and in 
economic stability from the very beginning. But 
although it may not be a new problem, it has an 
urgency today that it never has had before. This 
urgency comes from the fact that it is only in re- 
cent years that we have come to understand—or to 
think we understand—the operation of our eco- 
nomic system sufficiently to attain a high level of 
economic stability. 


Instability of output and employment have al- 
ways produced discontent and discomfort just as 
they would and do now. The change that has taken 
place is in our attitude toward instability. We now 
urge our government to take measures that will 
reduce instability and we give our approval to a 
wide range of devices directed to this end. Partly 
because we are now more confident that unemploy- 
ment can be successfully combated, but also because 
the suffering of the 1930’s is still remembered by 
many of us, we have become less tolerant of unem- 
ployment. It is very doubtful that the rates of un- 
employment that were experienced in the 1930’s 
would now be accompanied by the levels of apathy 
and acceptance that marked the early years of the 
Great Depression. 


There are many other changes relevant to our 
problem besides the change in attitude toward in- 
stability and the possiblity of reducing it. The 1930’s 
brought fundamental changes in banking legisla- 
tion, of which deposit insurance was a part, that 
greatly decreased the likelihood that the banking 
system will accentuate contraction of output as it 
often has done in the past. In addition, both gov- 
ernment expenditures and taxes are now a higher 
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percentage of national income. In some respects, 
this change eases the task of maintaining stability, 
but at the same time it carries with it the possi- 
bility of affecting the climate for enterprise ad- 
versely. 

At the same time that our desire and ability 
to reduce instability have increased, we have become 
more and more aware of the necessity for maintain- 
ing a rapid rate of economic growth. A rapid rate 
of economic growth has always been desirable if 
only to provide our citizens with more goods and 
services to consume, including leisure. But in re- 
cent years the problem of national security has 
made it more urgent to maintain a rapid pace of 
technological advance and a rapid rate of economic 
growth. Hence it is important to ask whether at- 
temps to reduce instablity may have an adverse re- 
action on the rate of economic growth. Is it possi- 
ble to press so hard for greater economic stability 
that the rate of economic growth will be slowed 
down? 

The problem of finding the desirable compro- 
mise between growth and stability is very much like 
the problem facing the man who wants to drive 
his automobile through traffic both safely and fast. 
If he drives recklessly, he may get to his destina- 
tion very slowly—perhaps only after a stay in the 
hospital. If he behaves with more stability and 
drives in a safer manner, he will actually reduce 
the length of time it takes to reach his destination. 
But it is possible for him to be so careful as to in- 
crease the length of time it takes to reach his des- 
tination. In fact, the way to be completely safe is 
never to make the trip at all, but in this case the 
driver does not reach his destination. Thus the per- 
son driving his automobile in traffic always makes 
a choice, or a compromise, between speed and safe- 
ty. Within the practical range of choice, the faster 
he tries to go the less safe will he be. And the safer 
he tries to be, the more time it will take him to 
make the trip. 
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Similarly, within the practical range of choice 
a rapid rate of economic growth probably requires 
a considerable amount of instability. And if we try 
to attain too high a degree of stability, economic 
growth may be slowed down, just as the automobile 
driver is slowed down if he tries to attain too high 
a degree of safety. 

Although it might be desirable from the point 
of view of symmetry to discuss the mutual relations 
of policies directed toward growth and stability, 
this discussion will ke confined to the effects of 
stabilization policy on economic growth. The reason 
for casting the discussion in this form is that the 
scope for altering growth policy in the short run 
is very slight. In the short run, the thing that gets 
adjusted is stabilization policy. Many governmental 
policies that have important affects on growth may 
have little if any discernible impact on stability. Ac- 
cordingly the problem is here viewed as one of at- 
taining a satisfactory level of stabilization in such 
a way as not to hinder economic growth. 
Definitions 

Conclusions about the problem of attaining 
both stability and growth will depend on what as- 
pects of stability and growth are regarded as par- 
ticularly significant. The nature of the possible con- 
flict between growth and stability cannot be ex- 
amined very closely unless we are clear on what it 
is that is supposed to grow and what is supposed to 
be stable. 

In the ordinary course of events the total real 
output of the economy (for example, gross national 
product valued at constant prices) would be expect- 
ed to grow. But it is rather generally agreed that 
a better measure of growth would be real output 
per man-hour used in production, This measure of 
growth would register an increase, for example, if 
total measured output remains the same but hours 
worked each week decline from, say, 40 to 30. 

It is harder to say what it is we want to stabi- 
lize. We do not want a constant real output. We do 
not want a constant money output, for that would 
imply satisfaction with a halving of real output if 
prices were to double. Nor do we insist on a con- 
stant rate of growth in any of the quantities that 
have been discussed. In aggregative terms, how- 
ever, we do want a reasonable stability in the 
growth of real output and, at the same time, in the 
level of employment. But I believe that most people 
are concerned about fluctuations in total real out- 
put because these ups and downs are often associ- 
ated with instability in the real consumption of par- 
ticular families. That is, if total output grew rap- 
idly over the long run but fluctuated from year to 
year, we would not be much concerned if the real 
consumption of families were not affected. This 
distinction between fluctuations in output and in 
family consumption is of considerable importance, 
for instability in the real consumption of particular 
families is not necessarily associated with instabili- 
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ty in over-all output or the output of particular in- 
dustries. Many people would regard “stability” as 
satisfactory if the real consumption of individual 
families is not interrupted by long periods of unem- 
ployment with the wage earner able and willing to 
work. 

Instability and Growth 

Although economic growth necessitates some 
instability, growth can be hindered by instability 
that comes from sources that have no necessary 
connection with growth. Instability from these 
sources can therefore be reduced with no adverse 
effects on growth. But the further reduction of 
economic instability can be carried to the point 
where it infringes on fundamental conditions that 
are necessary for the process of growth to take 
place. 

What are some of the preconditions for growth 
that may be affected by attempts to reduce insta- 
bility? The conditions set down here are not a 
complete list of those required for growth and 
would not guarantee growth. They would probably 
play an important part in a theory of growth, but 
the mere listing of these conditions does not con- 
stitute such a theory. They are even far from being 
a complete list of the prior conditions lying behind 
the economic growth that has taken place in this 
particular country. But they do represent condi- 
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tions that are both (a) widely thought to be neces- 
sary for economic growth in our economy and (b) 
likely to be affected by proposals to reduce insta- 
bility. 

The first condition for economic growth is that 
the economy be operating at a high level of effi- 
ciency. Are labor and services of capital goods pro- 
ducing as much real output as possible? A high level 
of output is likely to be associated with more rapid 
growth because a high level of output permits a 
higher level of investment. If growth is to be pro- 
moted by efficient production, the economy needs 
the change, the fluidity, and the adaptiveness that 
result from vigorous competition. And the number 
of sellers in an industry is an important determin- 
ant of the vigor of competition. If the number is 
too few, it is unlikely that the customer will get the 
benefit of prices that have been lowered to attract 
more business. The result may be effective agree- 
ment to maintain prices rather than compete or at 
least reluctance to try to get more business by 
lowering price. 

If there is vigorous competition, a product en- 
joying a price that yields an unreasonably high rate 
of return on investment should quickly experience 
the competition of new firms. Effective competition 
will bring the rapid adoption of new and cheaper 
methods of production by most of the firms in an 
industry, because a firm cannot survive if it keeps 
on using more expensive methods of production. In 
short, efficient operation of the economy will be 
stimulated if (1) there is a widespread and inten- 
sive effort to find and exploit profit opportunities, 
and (2) the barriers to entering profitable fields are 
not so high that it is very dificult to overcome 
them. 

The second condition for economic growth is a 
favorable climate for investment. The economic sys- 
tem would not function well if profits were always 
so quickly eliminated—whether by competition, 
taxes, or in other ways—that they never ma- 
terialize. There must be the possibility of hand- 
some rewards for ingenuity in discovering cheaper 
methods of production and for the conception and 
development of new products that are better adapt- 
ed to satisfying consumer wants than were the old. 
Not only must there be a possibility of generous 
reward, but it is probably necessary that this possi- 
bility actually be realized in a substantial number 
of cases if the inducement is to be effective. The in- 
ducement must be available not only to the in- 
novator, but also—perhaps in smaller degree—to 
the producer who applies already existing knowledge 
to his own production problems in an effective way. 


Price level stability is a third important con- 
dition for growth that may be affected by efforts 
to decrease instability. Efficiency in production 
(and consumption) requires comparison of the pro- 
spective gain (or satisfaction) with the cost of pro- 
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ducing a product (or satisfying a want) in a certain 
way. If this comparison is to be made, the producer 
or the consumer must know the relative prices of 
the different kinds of labor, materials, and the other 
goods and services involved. If his decisions are 
based on erroneous estimates of the relative scarcity 
of the different factors of production, he may find 
himself using expensive labor, for example, on tasks 
where it is not productive enough to cover its high 
cost. A changing price level will alter these relative 
prices in ways that have nothing to do with the 
fundamental scarcities of the products and services, 
Consequently it is difficult to know on what rela- 
tive prices plans for production should be based. 
The result is that the efficiency with which cur- 
rent production is carried on will suffer. 

The effect on investment decisions, which re- 
quire careful estimates looking far into the future, 
is still more serious. When the price level is chang- 
ing, the prices experienced during this change are 
unlikely to reflect long run relative values. The re- 
sult will be an increase in the amount of investment 
that turns out not to have been warranted. 


Stabilization Policies and Their Effect On Growth 


The number of stabilization policies open to us 
is very large, but from one point of view they fall 
into two general classes. The first class consists of 
those policies that are directed to the stabilization of 
particular industries; the second class of policies 
is directed to the stabilization of economic activity 
in general rather than the stabilization of particular 
industries. 

In appraising stabilization policies, we must re- 
member that so long as we have any economic 
growth at all, there will inevitably be some insta- 
bility and unemployment. Economic growth means 
the introduction of new ways of doing things and 
the introduction of new products that compete with 
old products. Growth means not only new machines, 
but changes in the way businesses are organized 
and changes in methods of distribution. The inevi- 
table result has been and will be declines in the de- 
mand for some products, declines in the demand for 
some types of labor, and declines in the over-all level 
of economic activity in some localities or even re- 
gions. 

Changes of these types clearly involve shifts 
in the pattern of investment, but there will be more 
than just a changing pattern of investment. With 
the total volume of investment dependent on the de- 
cisions of private businessmen and with investment 
and other necessary economic changes working out 
their effects only over the passage of time, it is 
hard to believe that the system could function with- 
out some fluctuations in the total volume of invest- 
ment, consumption, and employment. 

Granted that growth necessitates some degree 
of instability, it would be a mistake to accept every 
degree of instability as a necessary result of growth, 
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Within limits, instability can be reduced without 
adversely effecting growth, and some ways of re- 
ducing instability will have a less adverse effect 
on growth than other ways. The problem is how 
far to go in trying to reduce instability and how 
to set about doing this. 

The Easy Cases of Instability 

The problem of adjustment is comparatively 
simple if moderately increased unemployment is as- 
sociated with products that do not dominate par- 
ticular areas of the country and there are not too 
many of these cases. If the shifts in demand are 
permanent, outputs of other products and methods 
of production can be and are adjusted to the new 
situation. Labor will move to other jobs and de- 
preciation funds will, be invested in other indus- 
tries rather than being used to replace worn-out 
capital goods in the declining industry. 

When there is a reduction in the output of an 
industry (or industries) that dominate an area, 
however, adjustment is considerably more difficult. 
If the unemployed workers are to find new jobs, 
more of them will have to go to other areas, but dis- 
tance makes it more difficult for labor to move. It is 
in these cases that government begins to receive 
pressure to “do something” about it. And these 
situations, if very many areas and industries are af- 
fected, shade into cases of widespread and general 
unemployment. 

Stabilization of Particular Industries 

Because unemployment and declines in output 
always involve particular industries it is easily un- 
derstandable that the cry to “do something”’ is often 
a cry to “stabilize” or relieve the particular industry 
involved. 

For example, if the product has competition 
from imports, why not raise the tariff in order to 
relieve the industry ? If prices and profits have been 
declining, why not organize to protect the members 
of the industry from cut-throat competition? Why 
not set minimum prices? Why not require a show- 
ing that additional capacity is really needed before 
it can be erected? Or perhaps the remedy is thought 
to lie in having the government purchase the prod- 
uct of the ailing industry or favor the area in its 
purchasing program. 

“Stabilization” of the sick industry often has 
a wide popular appeal. It may seem obvious that a 
direct method of relieving the disagreeable symp- 
toms of unemployment and losses is to be preferred 
to an indirect method. But there is more to the 
problem than merely relieving symptoms. What are 
the effects of such measures on other industries and 
on the economy at large? What happens if reme- 
dies of this sort are widely applied? Are there bet- 
ter remedies? 

Our government has often experimented with 
remedies directed to the “stabilization” of an ailing 
industry. The 1930’s provided us with many ex- 
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amples, including the NRA, the farm product price 
support programs, bituminous coal, motor trucking, 
and so on. Some of these are still with us. Recent 
minor examples have been provided by actions taken 
under the escape clause of the trade agreements 
program. 

The merits of these particular programs can- 
not be assessed here, but it would be hard to em- 
phasize too strongly the dangers that accompany 
attempts to “stabilize” particular industries whose 
output and employment have declined. If the de- 
cline in demand for the industry’s output turns out 
to be permanent rather than temporary, the “sta- 
bilization” remedy will have slowed down and im- 
peded needed transfers of resources to other indus- 
tries and perhaps other areas. It will have dimin- 
ished the fluidity in the economy that is so neces- 
sary for growth to take place. 

On the other hand, if the decline in the indus- 
try’s output turns out to be temporary, there is a 
substantial body of experience to warrant the con- 
clusion that it is very difficult to get rid of ‘“‘sta- 
hilization” devices once the industry has come to 
depend on them. They often restrict freedom of en- 
try, and a protected opportunity is created for in- 
efficiency or excessive profits or both. Conditions 
of this sort cannot help but be a deterrent to 
growth. The scope for enterprise is reduced and the 
stimuli to efficiency and innovation are weakened. 
It should also be noted that the policies mentioned, 
with the exceptions of increased tariff and govern- 
ment purchase programs, do not relieve the unem- 
ployment associated with the decline in the indus- 
try’s output. 

A decline in the output of a particular industry 
would be better dealt with by policies that encourage 
and facilitate the movement of labor and capital to 
other industries. Consistent with this objective are 
simple and straightforward actions to disseminate 
information on what is happening. Businesses in 
other areas should be informed of the facilities and 
labor supply that are available. The program for 
adjustment should include provision of competent 
vocational advice to the young, possibly retraining 
of workers, and certainly a well functioning system 
of employment exchanges. In addition there are 
many laws whose formulation and administration 
can affect the ease with which both capital and 
people can move. The unemployment insurance and 
relief laws and regulations are particularly impor- 
tant, as are also the conditions under which private 
pensions are administered. Care should be exercised 
that the procedures and regulations in each of these 
areas do not restrict movement. 

Stabilization of Economic Activity in General 
Through Fiscal and Monetary Policy 

The serious disadvantages associated with poli- 
cies designed to stabilize particular industries can 
be avoided by relying on the less specialized weapons 
of fiscal and monetary policy. 
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In contrast to policies that are focused on the 
particular industries that are in difficulty, fiscal 
and monetary policy are much more general in their 
effects, exerting their influence on all industries. 
This is not to say that each industry wil be affect- 
ed equally by a change in fiscal or monetary policy. 

The danger of adversely affecting the rate of 
growth is not to be avoided, however, simply by a 
decision to use fiscal and monetary policy. Whether 
growth is adversely affected or not depends, not 
very surprisingly, on how fiscal and monetary policy 
are used. 

Perhaps the main danger in using fiscal and 
monetary policy to reduce instability in output and 
employment is that another kind of instability—in- 
stability of the price level—will be increased, thus 
slowing up economic growth for reasons already 
mentioned. To show how the danger of price level 
instability is involved, we must first explain the 
circumstances in which the price level will be affect- 
ed by fiscal and monetary policy. 

How fiscal and monetary policy can affect the 
price level—Fiscal policy operates by changing the 
size of the government’s deficit (or surplus) by al- 
tering revenues or expenditures or both. Thus if 
taxes are reduced, individuals and businesses are 
left with a larger income after tax than they had 
before, and a part of this additional income will be 
spent, thus tending to stimulate economic activity. 

Monetary policy, administered by the Federal 
Reserve system, operates in the main by changing 
bank reserves, thereby affecting the willingness of 
banks to lend, and therefore the quantity of money 
(which is viewed as including bank deposits) and 
the rate of spending. 

If fiscal or monetary policy is changed with the 
purpose of stimulating the economy, what happens 
to real output and prices depends on the level at 
which the economy is operating. If the spending of 
additional money can be matched by more real out- 
put, the result will be more output and little if any 
rise in the price level. That is, real output will ex- 
pand with no great rise in the price level if there are 
unused resources of labor and productive capacity 
that can be brought into use. But if the additional 
goods demanded can be supplied only with increas- 
ing difficulty—perhaps higher wages have to be 
paid to induce people to enter or even to stay in 
the labor force—the demand for the limited supply 
of goods and services can he “satisfied” only by 
bidding up their prices. Only with higher prices 
will people stop trying to buy more goods and serv- 
ices than are being produced. 

With this in mind, suppose unemployment rises 
because of a fall in the output of a particular in- 
dustry that constitutes only a small part of the 
economy. If the rest of the economy is operating 
at a high level of output, it seems clear that an at- 
tempt to relieve this unemployment by application 
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of fiscal or monetary pressure (suppose that taxes 
are lowered or that bank reserves are increased) will 
probably result in a general price increase before 
unemployment in the industry concerned is reduced 
by a significant amount. Only a small part of the 
extra spending induced by the government’s action 
will find its way to the industry that was the reason 
for the action. 

If general fiscal-monetary pressure is applied 
to a succession of cases in which unemployment has 
appeared in an industry, the result will be a more 
or less continual upward pressure on the price level, 
a condition that makes it very difficult for business- 
men—and consumers—to make the sound decisions 
needed for economic growth. 

Premature application of fiscal and monetary 
pressure, resulting in a general price increase, is 
possible also in cases where unemployment is not 
concentrated on any one industry or area but is 
widely diffused over the economy. At any particu- 
lar time there is clearly some output of the economy 
at which the application of fiscal-monetary pressure 
will raise the general level of prices. It is clear also 
that this output will be accompanied by some un- 
employment so long as there is adaptation to shift- 
ing demands, new ways of producing, investment, 
and necessary seasonal changes in the outputs of 
various industries. 

If we are not prepared to tolerate a level of 
unemployment as large as this and insist that gov- 
ernment exert fiscal-monetary pressure to reduce 
unemployment further, the result will be a general 
price rise that will continue so long as such a pol- 
icy is followed. 

Is the highest tolerable level of unemployment 
inconsistent with price stability?—It is conceivable 
that we are afflicted with a situation in which the 
burden on the families of those who are unemployed 
when level prices are maintained is too great, al- 
though the small amount of relevant evidence does 
not establish this view and can even be interpreted 
as supporting the opposite view. But the possi- 
bility of this conflict between price stability and 
the burden of unemployment must be kept in view. 
Before reaching even a tentative conclusion that 
the conflict is a real problem, two cautions are in 
order: 

1. We should be sure that the burden of un- 
employment has been assessed as accurately as pos. 
sible, granted that precision in this assessment is 
impossible. The significance of total unemployment 
of, say, two and one-half million workers is not 
self-evident nor is it always the same. 

2. If we find that the lowest amount of unem- 
ployment consistent with level prices still involves 
what is felt to be too heavy a burden on particular 
families, it should be remembered that this burden 
can be relieved in ways that do not involve infla- 
tionary pressure. For example, it would be com- 
paratively easy to adjust the present structure of 
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$4,007,423 $11,610,951 | Value Building Permits, City of Atlanta _-__________ —65.5 

| | 
! | *Average Month 
¢ | **End of Period 
N.A—Not Available 
Sources: Same us page 4. 
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unemployment insurance benefits more closely to 
the “real” burden of unemployment if this were 
felt to be desirable. 

An assertion that a certain number of unem- 
ployed is “too large” can be given meaning only 
by going behind the figure. There are two ways to 
approach the problem of deciding at what point 
the burden of unemployment becomes too large. 
One approach has been to ask how much unem- 
ployment is necessarily associated with the adjust- 
ments that accompany the long term shifts in de- 
mands and production methods that are always 
taking place in the economy. Presumably those who 
approach the problem in this way do so because 
they feel that the consequences of trying to reduce 
unemployment below this point would be even more 
serious. Any level of unemployment below this point 
would not be regarded as too large; rather, it would 
be regarded as too small. 

The other approach is to assess the burden of 
unemployment directly. Even if it is decided to 
accept the volume of unemployment needed to per- 
mit adaptation to shifts in demand and methods 
of production, the burden of unemployment on 
families is not thereby rigidly determined. Both 
the assessment of this burden and policy toward 
it represent additional problems. 

The following propositions suggest ways in 
which the burden of unemployment can vary inde- 
pendently of the number of workers who are count- 
ed as unemployed. The burden of unemployment 
is less for a single person with no dependents than 
for a married worker with dependents. Perhaps 
most people would regard the unemployment of 
100 people for one week as preferable to the unem- 
ployment of ten people for ten weeks. Unemploy- 
ment that does not reduce a family’s income to 
zero because there is more than one wage earner 
is not as bad in its effects as unemployment that 
leaves a family without income. The burden on an 
unemployed worker is reduced by unemployment 
compensation, and so. on. 

Considerations of this sort counsel caution in 
dealing only with the statistic of total unemploy- 
ment. If attention is paid only to total unemploy- 
ment, there is a risk of instituting an inflationary 
policy for situations that really are not serious in 
terms of family burden. There may even be cases 
where an increase in unemployment does not mean 
an increase in family burden, for the make-up or 
composition of unemployment may have changed 
in such a way as to decrease family burden. 

It is encouraging to note that considerations 
of this sort do receive official attention. For exam- 
ple, the Monthly Report on the Labor Force com- 
piled by the Bureau of the Census contains data 
on those with jobs but not at work, hours of work, 
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_ duration of unemployment, and so on. And addi- 


tional information is now being provided by the 
U. S. Bureau of Employment Security. A few 
months ago it began the collection of more detailed 
information on the status of unemployment in- 
surance claimants. While these claimants are only 
somewhat more than half of the unemployed, these 
data permit a much better assessment of the sig- 
nificance of both the level and changes in the level 
of unemployment than has ever been possible before. 

What influence, then, should the status of 
unemployment have on fiscal and monetary policy? 
To what point should unemployment be lowered 
through the use of fiscal and monetary policy? 

If the level of unemployment that is believed 
to involve undue family burden is above the level 
of unemployment at which attempts further to 
increase output results in rising prices, one part of 
the problem is easy. In this case a judicious use 
of fiscal-monetary policy conceivably can bring un- 
employment down to a point where family burdens 
are not excessive without causing a general price 
rise. 

Suppose, on the other hand, that the use of 
fiscal-monetary pressure to increase output and 
employment results in general price rise before 
unemployment has been reduced to a point where 
family burdens are tolerable. It may seem that 
there must be a choice between excessive family 
burden and price rise, but this would be the case 
only if application of expansionary pressure to re- 
duce unemployment were the only way to reduce 
family burden. Family burden can be reduced inde- 
pendently of the level of unemployment, for exam- 
ple, by altering the level or structure of unemploy- 
ment compensation and of other benefits. Further- 
more, fiscal and monetary policy are not the only 
way to change unemployment. Measures to decrease 
the immobility of labor that may be an important 
reason for continuing unemployment have already 
been mentioned. 

These considerations may be summed up as 
follows: if we think it is truly important to avoid 
general price rise (and the argument here has 
been strongly in support of this view), on the up- 
ward side we can afford to let stability of the 
price level be the guide to the application of fiscal- 
monetary policy. This does not necessitate any ig- 
noring of the burdens imposed on families by un- 
employment. If the application of fiscal-monetary 
pressure to reduce the burden of unemployment to 
a tolerable level results in a general price rise, we 
should stop before this point is reached and pro- 
ceed to reduce family burden in other ways. Thus 
a tolerable level of family burden and stable prices 
may well be consistent provided adequate use is 
made of the different means, of which unemploy- 
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ment compensation is the most important, for re- 
ducing family burden. And it may even be that 
there is in fact no substantial problem of consist- 


ency. 

How should fiscal-monetary policy be used? 
—The conclusion that it is possible to use fiscal- 
monetary policy to combat unemployment without 
continually raising the price level still leaves the 
more difficult problem of how fiscal-monetary pol- 
icy should be used. How soon and in what amounts 
should measures be taken to combat increasing un- 
employment? This problem can be dealt with here 
only in a sketchy fashion. 

We know what sorts of action will ordinarily 
have a stimulating or contractive effect. An in- 
crease in the government deficit will tend to ex- 
pand the money volume of economic activity. An 
increase in the quantity of money will tend to lower 
interest rates and increase spending. But the level 
of economic activity at any particular time is not 
completely determined by the fiscal and monetary 
policies followed by the government and the Fed- 
eral Reserve Board. The spending decisions of busi- 
nessmen and consumers lead an independent life 
of their own, and our understanding of them is 
decidedly incomplete. This means that it is very 
difficult to predict in a systematic way the level 
of economic activity that will follow a given change 
in fiscal or monetary policy. This difficulty is en- 
hanced, especially for fiscal policy, by the time it 
takes to recognize the need for a change of policy 
and to bring the new change into effect. It is clear 
that these delays are substantial for changes in 
both tax rates and expenditures. 

It is possible, then, that we are faced with 
a dilemma. On the one hand, if we try to confine 
fluctuations to a narrow range by taking prompt 
and vigorous action, by the time the effects of the 
action unfold it may often happen that the change 
in policy was too great, with the result that fluc- 
tuation is actually increased. On the other hand, 
delay in instituting action to counter a decline or 
restraint in the amount of action taken may permit 
the decline in activity to cumulate to a point where 
it cannot be stopped before unemployment and out- 
put reach very unsatisfactory levels. 

Understanding of our economic system is not 
yet at the point where we can be sure whether this 
dilemma confronts us or not. There are at least 
two outs. First, prompt but limited offsetting action 
may turn out to be sufficient to prevent the de- 
velopment of substantial price rise or the cumula- 
tion of a decline. Second, even though prompt but 
limited action at the beginning of a decline may 
sometimes permit a sizable decline to develop, it 
may be possible to put a floor to the decline by tak- 
ing stronger measures later in the decline. We may 
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prefer a system with occasional] declines to this level 
to a system that permits periodic jags of infla- 
tion or even larger fluctuations of output that may 
well accompany attempts to stabilize output within 
too narrow a range. 

Although any positive statement on whether 
or not we are faced with the above dilemma would 
be unwarranted, two comments are worth making. 
In the past our economy has shown what must be 
regarded as a surprising amount of resiliency. When 
one considers the inappropriate policies that have 
been followed in many of the declines in economic 
activity—especially the failure to adopt an institu- 
tional framework under which the quantity of 
money could be prevented from falling—it is per- 
haps surprising that declines have not been larger 
than they were. The supply of money is now under 
much better control, and changes in the size and 
character of the Federal budget have provided an 
opportunity to utilize an automatic flexibility in 
Federal revenues and expenditures that was not 
available to nearly the same extent even in the 
1930’s. 

It is considerations of the sort we have been 
discussing that have led the Committee for Eco- 
nomic Development to advocate the use of a sta- 
bilizing budget policy and a flexible monetary pol- 
icy to prevent excessive instability.’ 

Under CED’s version of a stabilizing budget 
policy, fluctuations in economic activity would be 
counteracted by an “automatic” change in the Fed- 
eral government’s surplus (or deficit). This would 
be accomplished by setting tax rates so that at a 
high level of employment (say 96% of the labor 
force) tax yields (meaning all receipts of the cash 
budget) would equal expenditures in the cash bud- 
get as they would be made at a high level of em- 
ployment. If the percentage of the labor force em- 
ployed fell below 96%, tax collections (not tax 
rates) would fall, leaving taxpayers with more mon- 
ey to spend. At the same time, some government 
expenditures would automatically increase, notably 
unemployment compensation payments. Thus a 
stimulating deficit would be created that would 
be reduced as economic activity climbed back to 
the target level. 

On the other side, an increase in the money 
volume of output over the level corresponding to 
96% employment would automatically produce a 
restraining surplus. 

In this way there would be an early response 
of Federal revenues and expenditures to changes 
in the level of economic activity, but it would be a 


1 CED’s views on fiscal and monetary policy are discussed at length 
in the following policy statements: Defense Against Recession: Policy for 
Greater Economic Stability (March, 1954); Flexible Monetary Policy: What 
It Is and How It Works (March, 1953); and Taxes and the Budget: A 
Program for Prosperity in a Free Economy (November, 1947). 
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response that is adjusted to the amount by which 
the target levels of employment and economic out- 
put have been missed. This is a response that is al- 
ready present, of course, provided that tax rates 
are not moved in a direction opposite to the change 
in economic activity. In the event of serious de- 
pression or inflationary pressure, the CED sug- 
gests that consideration of changes in tax rates 
and in some government expenditures (notably 
public works in the case of severe depression) would 
be appropriate. 

The other part of the stabilization policy es- 
poused by the CED involves the flexible use of 
monetary policy. Without the proper use of mone- 
tary policy, a change in the Federal surplus or 
deficit will lose much of its effect. But beyond 
this, monetary policy has important functions to 
perform. The monetary authority can apply con- 
tractive or expansive force as soon as prices and/ 
or the volume of employment give evidence of mov- 
ing too far from desired levels. Equally important, 
‘the monetary authority can reverse its action 
promptly, something that can be done with fiscal 
policy—apart from the “automatic” changes in 
revenues and expenditures caused by changes in 
the flow of national income—only with a consid- 
erable delay. Congressional action on tax rates and 
expenditures will not be prompt or rapid except 
in special circumstances. 

Maintenance of a long run increase in the 
quantity of money is perhaps as important to sta- 
bility as the short run actions of the monetary 
authority. A steady increase in money is impor- 
tant not only for the maintenance of a stable price 
level over the long run. Prevention of a fall in the 
quantity of money when economic activity begins 
to contract is of first order importance in prevent- 
ing minor contractions from cumulating to serious 
dimensions. 

Summary 

We set out to explore some of the issues in- 
volved in the compatibility of economic growth 
and stability, asserting that the aspect of stability 
with which the people of this country are most 

2 Adherence to this fiscal policy would provide another advantage 
ais aa Saas Sukie ts SOUL a Gem poling accion toe 
Shines Of Ge MA, Gilead ameninene sees sogeae came 
tax yields. Under the stabilizing budget policy, additional expenditure 
would require an increase in tax rates sufficient at high employment 
to provide revenue to cover the new expenditure. The stabilizing budget 
SS Mesa be Sok yu oo Gay woul ton We Le compan Goons 
than to next year’s actual tax yield as is the policy of balancing the 
budget every year. 

Under the annually balanced budget, no corrective surplus or deficit 
can arise. If prices rise, taxes are reduced; if output falls, tax rates 


are increased. The changes in tax rates would tend to aggravate rather 
than counteract fluctuations in economic activity. 
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concerned is undue fluctuation in family incomes 
caused by unemployment. 

Economic growth will inevitably produce some 
unemployment and instability of output. But not 
all instability comes from growth, and within 
limits instability can be reduced without reducing 
the rate of economic growth. 

In attempting to reduce instability, care must 
be taken that the measures adopted do not ad- 
versely affect the conditions that are necessary for 
a high rate of growth. Included in these are the 
level of efficiency at which the economy operates, 
a feeling that there is opportunity for profit and 
monetary reward, and price level stability. 

It was then argued that an attempt to reduce 
instability by “stabilizing”? particular industries 
will adversely affect growth by creating rigidities 
in the economy. Premature use of the more gen- 
eral weapons of fiscal and monetary policy will also 
have an adverse effect on economic growth, either 
by causing successive increases in the general price 
level or by actually making output and employment 
more unstable. 

Fiscal and monetary policy should aim first at 
general price level stability. If the volume of un- 
employment associated with this requirement is re- 
garded as too large, we should be sure that such 
a judgment rests on adequate knowledge of the bur- 
den of unemployment. Nor should it be forgotten 
that the burden of unemployment can be relieved 
in ways other than the use of expansionary pres- 
sure. But it may well be that a tolerable level of 
unemployment is attainable without running much 
risk of price inflation. 

To attain the goals of price level stability and 
a high level of employment, the Committee for 
Economic Development has suggested (1) the flex- 
ible use of monetary policy and (2) a fiscal policy 
under which tax rates would be set to balance the 
cash budget at a high level of employment. If em- 
ployment fell below this level, an expansionary 
deficit would promptly result because of the auto- 
matic decline in revenues and the increase in some 
expenditures. In the event of inflationary pres- 
sure, a contractive surplus would automatically 
develop. : 

We have regarded the main current policy 
problem in attaining both growth and stability as 
one of reducing instability to a tolerable level in 
such a way as to leave us with price level stability. 
A program that does not try for too much stability 
has a better chance of achieving these goals, 
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